


Mr. Jeff Zelikson
May 10, 1988
Page Two

Interstate Commerce Commission (ICC Decision, Finance Docket 30400), Southern
Pacific is operated as a completely independent business unit, and any
communications with Santa Fe and its subsidiaries (including SFPRC) are
strictly limited. As a result, SFPRC maintains no files or other information
with respect to Southern Pacific properties, including any of the Southern
Pacific properties that are the subject of EPA's March 18 letter,

The Coalinga mill site is located within a larger tract of approximately
557 acres owned by the Southern Pacific Land Company ("SPLC"). This 557-acre
tract currently is the subject of a remedial investigation and feasibility
study ("RI/FS") being conducted by SPIC in accordance with an administrative
order on consent (the "Consent Order") executed by SPLC and EPA on November
16, 1987 pursuant to EPA's authority under Section 106 of CERCLA. SFPRC does
not presently own or operate the SPLC property containing the Coalinga mill
site or any facility located on the SPLC property, nor has it owned or
operated that property or any such facility in the past. SPLC is a separately
incorporated, wholly-owned subsidiary of Santa Fe., SPLC's real property
holdings are managed by SFPRC, however which acts as SPLC's agent for that
purpose.

Because the City of Coalinga properties, the Coalinga Asbestos warehouse
property and the Coalinga asbestos mill site are widely separated
geographically, because they are owned by different corporate entities that
are legally and operationally distinct, and because the Coalinga mill site
already is the subject of EPA action under CERCLA that expressly does not
encompass the City of Coalinga properties and the Coalinga Asbestos warehouse
property, SFERC believes it is inappropriate to relate these properties
together as a single "site" for purposes of responding to the information
requests oontained in EPA's March 18 letter. SFPRC therefore obiects to any
requirement to respond to the information requests contained in the letter on
that basis.

Nevertheless, SFPRC wishes to cooperate as fully as reasonably possible
with EPA's investigation of possible hazardous conditions at the various
properties addressed by the March 18 letter. SFPRC has made a good faith
search for information it believes to be relevant and responsive to EPA's
requests and to be within the scope of CERCLA Section 104. On that basis,
SFPRC provides the following responses to EPA's specific requests., SFPRC
notes that the only property listed in the March 18 letter for which SFPRC has
information is the SPLC property which is subject to the Consent Order.

Request Mo, 1

Date of purchase of your property and who the property was purchased from.

Legal description of property boundaries and title maps indicating
boundaries. Please respond and provide documentation supporting your response.
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Response to Request No. 1

SFPRC objects to Request No. 1 on the grounds that it is vague, ambiguous,
overly broad and that it calls for information not relevant to the matters for
which EPA has authority to request information pursuant to CERCLA Section
104, Subject to these objections, SFPRC responds to Request No. 1 as follows.

As explained above, SFPRC does not presently own or operate, nor has it
previously owned or operated any of the properties that are the subject of
this request or other requests contained in the March 18 letter. Moreover,
SFPRC has no information concerning the purchase of the City of Coalinga
properties,

As further explained above, the Coalinga mill site is part of a 557-acre
tract owned by SPLC. This 557 acre tract comprises the entirety of Section 1,
Township 19 South, Range 13 East, on the U.S. Geological Survey 7-1/2 Minute
Santa Rita Peak Quadrangle Map. The section is one of the alternate sections
granted to Southern Pacific by the United States government pursuant to the
Act of Congress of July 27, 1866 (14 Stats. 292) Atlantic and Pacific
Charter. Southern Pacific, its successors and assigns (including SPLC) have
owned the section continuously since the original grant. An assessor's parcel
indicating the section is attached as Attachment A to this letter.

Request No., 2

Have you had any buildings taken down which existed on the property when
it was purchased?

Response to Request No, 2

SFPRC objects to Request No. 2 on the grounds that it is vague, ambiguous
and overly broad, and that it calls for information not relevant to the
matters for which EPA has authority to request information pursuant to CERCLA
Section 104. Subject to these objections, SFPRC responds to Request No. 2 as
follows.

SFPRC has not had any buildings taken down on any of the properties that
are the subject of this request.

Request No. 3

Have you made any improvements to the property since purchase, such as
construction, grading and/or import of fill material? Please provide
documentation supporting your response for each improvement.
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Response to Request No. 3

SFERC objects to Request No. 3 on the grounds that it is vague, ambiguous
and overly broad. SFPRC further objects to Request No., 3 insofar as it calls
for information not relevant to the matters for which EPA has authority to
request information pursuant to CERCLA Section 104. Subject to these
objections, SFPRC responds to Request No. 3 as follows.

SFPRC has not made any improvements to any of the properties that are the
subject of this request. It is SFPRC's understanding that during 1986, SPLC
reconstructed an existing earthen dam located on SPLC's property immediately
below the Coalinga mill site and designed to trap sediment contained in an
intermittent stream (the eastern fork of Pine Canyon Creek) that runs through
the property. In connection with the dam reconstruction operation, which was
performed with the approval of EPA, SPIC also restored and graded an unpaved
road in order to reach the location of the dam.

Reguest No. 4

What area({s) were used to store and load materials onto trucks:
- Procedures used to load material onto trucks.
- How material was packaged.

Regponse to Request No. 4

SFPRC objects to Request No. 4 on the grounds that it is vague and
ambiguous and overly broad. Among other things, the term "material" as used
in this request is undefined and confusing. For purposes of this response,
and the responses to Requests Nos. 5, 6 and 7, SFPRC assumes, unless otherwise
noted, that the term refers to "asbestos", which is the principal material of
concern to EPA., SFPRC further objects to Request No. 4 on the grounds that it
calls for information not relevant to the matters for which EPA has authority
to request information pursuant to CERCLA Section 104. Subject to these
objections, SFPRC responds to Request No. 4 as follows.

SFPRC has not used any area or areas at any of the properties that are the
subject of this request to store and load materials of any kind onto trucks.
SFPRC understands that past tenants and others may have loaded asbestos onto
trucks, but lacks information about what areas may have been used to store and
load such asbestos, or any other materials, onto trucks, if any.

Request No. 5

What type(s) of trucks were used to transport material.
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- Were trucks covered as a normal procedure? Please describe transport
procedures.

Response to Request No. 5

SFPRC dbjects to Request No. 5 on the grounds that it is vague, ambiquous
and overly broad. SFPRC further objects to Request No. 5 on the grounds that
it calls for information not relevant to the matters for which EPA has
authority to request information pursuant to CERCLA Section 104. Subject to
these objections, SFPRC responds to Request No. 5 as follows.

SFPRC has not transported "materials" from any of the properties that are
the subject of this request, by truck or otherwise. SFPRC understands that
past tenants and others may have transported milled asbestos from the Coalinga
mill site. However, SFPRC lacks information about what trucking or transport
procedures were used for this purpose.

Request No. 6

Did spills, leaks or accidents occur? If so, how was material cleaned up
and where did these releases occur? Please describe detailed description
(sic) of the releases and clean up procedures.

Response to Request No. 6

SFPRC dbjects to Request No. 6 on the grounds that it is vadque,
ambigiquous and overly broad. Subject to these objections, SFPRC responds to
Request No. 6 as follows.

SFERC has not spilled or leaked ashestos at any of the properties that are
the subject of this request. SFPRC understands that asbestos wastes are
present at the Coalinga mill site because of operations conducted at the site
by others. As explained above, in accordance with the terms, requirements,
and scope of the Consent Order, SPLC is performing an RI/FS to assess the
nature and extent of releases or threats of releases, if any, of hazardous
substances at that site. However, SFPRC lacks information about whether any
hazardous substances are present at the site as a result of any "spills, leaks
or accidents."

Request No, 7

Are reocords of transporting material from the Atlas Asbestos Campany and
Coalinga Asbestos Company available? If so, give the location, address,
contact name and phone number of where these records are located.
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Response to Request No. 7

SFERC objects to Request No. 7 on the grounds that it is vague, ambiguous,
and overly broad. Subject to these objections, SFPRC responds to Request No. 7
as follows.

There are no records of transporting material from the Atlas Asbestos
Company and Coalinga Asbestos Company within the possession, custody or
control of SFERC.

Request No. 8

A descriptive list of all insurance policies held by your company. The
description should include the dates during which each policy was in force,
the general type of policy (e.g., comprehensive, general liability,
automobile) and the insurance company issuing the policy, policy number, and
any specific provision of the policy which may relate to claims for
environmental damages. For each insurance company include the address,
contact name and phone number.

Response to Request No. 8

SFERC dbjects to Request No. 8 on the grounds that it is overly broad and
calls for information not relevant to the matters for which EPA has authority
to request information pursuant to CERCLA Section 104. Subject to these
objections, SFPRC responds to Request No. 8 as follows.

A certificate of insurance providing relevant information responsive to
Request No. 8 is attached to this letter as Attachment B.

Request No. 9

An audited set of financial statements which includes a Statement of
Financial Position/Balance Sheet, Income Statement, Statement of Changes in
Working Capital, and any other supplementary information for your company's
most recent fiscal year.

Response to Request No. 9

SFPRC objects to Request No. 9 on the grounds that it calls for
information not relevant to the matters for which EPA has authority to request
information pursuant to CERCLA Section 104. Subject to this objection, SFERC
responds to Request No. 9 as follows.

A set of audited financial statements separate from those prepared for its
parent company, Santa Fe, is not available for SFPRC. An audited set of Santa
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EFFECTIVE DATE OF THIS CERTIFICATE

January 1, 1987
SSUED AT
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INSURANCE ASSOCIATION

TEXAS EMPLOYERS
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Santa Fe Pacific Realty Corporation
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its superior routes between Chicago and California
and between Chicago and the Gulf of Mexico.

The Santa Fe also has a strong position in the inter-
modal market, the fastest growing area of rail
business.

In the pipeline area, we retained our petroleum
products pipeline system, which has been experi-
encing demand that has outstripped capacity. We are
embarking on an expansion this summer to meet
that growing demand. In the natural resources area
we retained Santa Fe Energy Company, the sixth
largest independent petroleum company in the
nation in terms of total reserves (including both oil
and gas). Santa Fe Energy is first among the inde-
pendents in proved oil reserves and production,
and has significant probable reserves.

We have a firm foundation in the hard minerals
area with our Lee Ranch coal mine, which has
additional capacity and large reserves. OQur precious
minerals exploration efforts began to bear fruit in
early 1988 as the first silver bullion was produced
from a joint venture mine. We have also approved
participation in a joint venture gold mine that should
begin producing gold by the end of the year. Devel-
opment of other prospects on our mineral lands is
continuing.

In real estate we have changed our focus to
realize values faster and will begin this year to reap
the benefits of previous development efforts. Qur
inventory of real estate will allow us to sustain earn-
ings and cash flow over the next five years as our
debt is being repaid and still leave us with sizeable
assets at the end of that period.

As we studied our company and completed the
planning process, we did not deviate from our goal
of creating a balance between long-term and short-
term values. Retaining the assets described above
should ensure long-term values for you. The special
dividend which you recently received of $25 in cash
and S5 principal amount senior subordinated 16 per-
cent debenture represented short-term value for you.
We elected to issue the PIK debenture with interest
paid-in-kind for a portion of the dividend because
that allowed us to increase the value you could
receive now, without the requirement to pay cash
interest in the early years. Even though the special
dividend represented a large cash outlay and included
the incurrence of considerable debt, we believe it
was a prudent decision. A significant portion of our
debt repayments will be made from the sale of
assets, and we have ajready begun those payments.

We have the capability to develop the company’s
remaining core assets over time, even as the debt is
being repaid. Over our five year planning horizon
we anticipate spending, on average, in excess of
$500 million a year in capital expenditures, which
we believe is sufficient to meet our growth expecta-
tions. While this restructuring and special dividend
have caused us to reduce our regular dividends for

the present to 10¢ annually, the Board hopes to
increase the dividend in future years as this growth
occurs.

In our efforts to maximize values for you, the
shareholder, we looked at other alternatives, includ-
ing the possibility of selling the entire company.
One large shareholder, The Henley Group, indicated
an interest at one time in acquiring the company.
We carried out protracted negotiations with them,
but were never able to reach an agreement nor to
receive a firm offer that we believed was acceptable.

We also discussed possible sale of the company
with Olympia & York Developments, Ltd., another
large shareholder. While they ultimately decided to
remain an investor rather than seek ownership of the
entire company, our relations with them have been
very constructive. Olympia & York has considerable
expertise in real estate and natural resources, two
of our core businesses. We have named two of their
representatives to our Board of Directors. We look
forward to their counsel in these areas.

The new directors are: Mr. Paul Reichmann,
Senior Executive Vice President of Olympia & York
Developments, Limited, and Mr. Marshall Cohen,
President of Olympia & York Enterprises Corporation.

The decisions made in recent months were major
and momentous. Your Board realizes that we must
constantly be alert for ways to improve values for
you, the owners of the company, and we remain
flexible and receptive to new opportunities that may
arise. We look forward with confidence to the future.

Alan C. Furth, vice chairman of the Company
and president of Southern Pacific Company retired
from his positions with the Company and the Board
of Directors during 1987. Mr. Furth served the
Company as an employee since 1949 and as a director
since 1972. In addition, Mr. Benjamin F. Biaggini,
retired chairman and chief executive officer of
Southern Pacific Company who has served as a direc-
tor since 1963, and Mr. Arjay Miller, dean emeritus of
the Graduate School of Business, Stanford Univer-
sity, who has served as a director since 1979, will retire
from the Board of Directors effective with the 1988
annual meeting. Their valued counsel will be missed.

On behalf of the Directors, we wish to express
appreciation to the officers and employees for their
efforts and loyaity in a difficult period, and to our
stockholders, customers and suppliers for their
support.

March 15, 1988

fris A5

John S. Reed Robert D. Krebs
Chairman President and
Chief Executive Officer
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Santa Fe Southern Pacific Management's Discussion and Analysis
of Financial Condition and Results of Operations

Results of Operations

1987 Compared t0'1986

Santa Fe Southern Pacific Corporation (“SFSP”) reported net income
in 1987 of $373.5 million or $2.37 per share, compared with a net loss
of S137.9 million or $.84 per share in 1986. The prior year results
reflect several unusual events. First, 1986 inciudes significant charges
taken independently by The Atchison, Topeka and Santa Fe Railway
Company (“Santa Fe Railway”) and by Southern Pacific Transportation
Company (“SPT) for restructuring of their rail operations. Second, the
prior year includes certain write-downs of 0il and gas assets related to
depressed conditions in that industry. Finally, it includes a S120 9 mil-
lion gain on the sale of Kirby Forest Industries, Inc. (“Kirby”). However,
even when all three of these items are removed, net income for 1987
was significantly better than the prior year.

Net income from continuing operations was $345.7 million or
$2.19 per share compared with a loss of $285.3 million or §1.73 per
share. Income from discontinued operations was $27.8 million or $.18
per share versus 8147.4 millien, including the Kirby gain, or $.89 per
share. Included within discontinued operations in both years are the
results of Bankers Leasing and Financial Corporation which was sold
in January 1988, Santa Fe Pacific Timber Company, the sale of which
is expected to close in February 1988, and Robert E. McKee, Inc., which
was sold during 1987. In addition to these companies, the results of
and gain on sale of Kirby are included in 1986 discontinued operations.

The transportation group reported operating income of $354 5 mil-
lion, an improvement of $63.1 million from last year, excluding rail
restructuring costs. The primary reason for the improvement was in-
creased earnings from rail operations. Operating income from Santa Fe
Railway was $176.8 million compared with $170.8 million last year.
Revenues improved 1%, the net of a 6% improvement in carloadings
offset by a 5% decline in revenue per carload. Significant carloading
increases were experienced in merchandise (including appliances and
manufactured goods) and grain, while decreases were experienced in
coal and vehicles and parts. Carloadings of containerized freight were
also higher. Operating expenses were approximately equal to last year
in spite of a 15% increase in fuel prices and higher transportation labor
costs. Additionally, 1986 operating expenses include $10.2 million in
expense related to employee severance. Employment at Santa Fe
Railway declined 5% during 1987 to approximately 21,200 employees
at year end.

For 1987, SPT reported income from rail operations of $90.0 mil-
lion, up substantially from the S14.1 million of last year. Revenues
improved 1%, the result of a 3% increase in carloadings offset by a 2%
decline in revenue per carioad. Major carloading increases occurred in
grain and merchandise, with smaller increases in vehicles and parts
and chemicals. Operating expenses declined $41.9 million, or 2%,
primarily due to the recording of $73.6 million in employee separation
and severance expenses in 1986. Lower payroll costs in 1987 were par-
tially offset by increased expenses for matenal, fuel and equipment
rentals. SPT’s average price per gallon of fuel was 13% higher. Rail
employment levels at SPT declined by 8% during 1987. The common
stock of SPT is presently held in an independent voting trust. See
Note 2 of “Notes to Financial Statements” for further information.

Operating income from pipeline activities was $87.1 million com-
pared with $117.2 million last year. The major reason for the decline
was the reversal of $29.1 million in revenues which are now subject to
possible refund under an April 30, 1987 administrative decision by
the Federal Energy Regulatory Commission involving Southern Pacific
Pipe Lines, Inc. The decision has been appealed to the full Commission

and will not become effective until the Commission rules. Exclusive
of this charge, results for the pipeline group were approximately even
between years.

Operating income from SPT’s trucking activities was $.6 million
compared with a loss of $10.7 million last year. Results for 1986 include
a $16.0 million pension plan withdrawal charge. Shipments handled
increased but were offset by lower revenue per truckload.

Operating income from real estate activities was $319.8 million,
approximately even with the §321.7 million reported last year. Both
years include substantial amounts related to property sales as well as
rental and joint venture activities. The real estate operations of SPT
produced operating income of $114.9 million in 1987 and $118.4 mil-
lion in 1986, while those of Santa Fe Railway were $28.5 million and
$32 7 nullion in 1987 and 1986, respectively.

Results from petroleum production and marketing activities
showed the most dramatic improvement of all groups. Operating
income was $46.5 million in 1987 compared with a loss of $154.5 mil-
lion in 1986. Operating expenses in 1986 included $132.8 million in
impairments compared with only $3.1 million in 1987. An impairment
is the write-down taken when the net book value of an oil or gas field
1s reduced to equal the estimated undiscounted future net revenues
from that field. However, even after excluding impairments, results in
the current year were substantially better. Revenues of $331.2 million
were 29% higher than last year. The average price per barrel of oil was
S14.01, versus S11.56 in 1986 and daily oil production was 52,400 barrels,
compared with 47,200 barrels in 1986. Gas prices were $1.65 per thou-
sand cubic feet, compared with $2.16 per thousand cubic feet in 1986,
Daily gas production of 80.8 million cubic feet was up 32%. The in-
creases in oil and natural gas production are the result of production
from properties acquired late in 1986 and in the f{irst half of 1987, as
well as reduced curtailments. Operating expenses exclusive of impair-
ments were approximately even between years. Higher production
costs due to increased levels of production were offset by declines n
general and administrative and other expenses. These expense reduc-
tions were principally the resuit of cost containment measures taken
by the company in the past.

Hard minerais operating income of $36.4 million was $9.9 million
better than last year. The majority of this improvement was due to a
higher level of coal shipments as well as the write-off of certain costs
in 1986.

Other income—net of §3.6 million was §11.2 million below last year
primarily due to a favorable settlement of litigation recorded in 1986.

1986 Compared to 1985

Santa Fe Southern Pacific Corporation reported a net loss for 1986 of
$137.9 million compared with net income of $469.6 million in 1985.
Net loss per share was S.84 versus net income per share of $2.67 in 1985,
These lower results reflect significant charges taken independently by
Santa Fe Railway and by SPT for restructuring of their rail operations
as well as the depressed conditions in the oil and gas industry. Included
in these results are discontinued operations from SFSP’s sale of Kirby
Forest Industries, Inc. Net income from discontinued operations was
$147.4 million in 1986 (including a net gain from the sale of Kirby of
$120.9 million) and $30.8 million in 1985. Loss from continuing opera-
tions was $285.3 million, or $1.73 per share, in 1986 compared with
income of $438.8 million, or $2.50 per share in 1985.

The transportation group reported an operating loss of $622.7 mil-
lion in 1986, including charges of $914.1 million related to the restruc-
turing of the railroad operations of Santa Fe Railway and SPT. These
charges reflect plans by Santa Fe Railway and SPT to be carried out over
a period of several years to eliminate unprofitable lines and facilities
as well as equipment, and to reduce employment levels. It is antici-
pated that these actions will reduce rail operating costs in the future.
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These charges are similar in nature to those recorded by most major
railroads, resulting from an industrywide problem of excess facilities,
equipment and personnel. Of the total charge, $312.8 million related
to Santa Fe Railway and $601.3 million applied to SPT.

Santa Fe Railway’s operating income before restructuring costs was
$170.8 million, up 17% from the $145.5 million of 1985. This increase
was the net result of a 9% decline in revenues and an 11% decrease in
operating expenses. Revenues were adversely affected by a 3% decline
in carloadings and a 4% drop in revenue per carload. Carloadings of
merchandise, which is traditionally Santa Fe Railway’s largest commo-
dity, declined 6%. Additionally, declines were experienced in coal and
vehicles and parts, two other major commodities. An increase of 14%
occurred in grain carloads due primarily to government grain reloca-
tion movements and special marketing programs. Santa Fe Railway’s
carfoadings of containerized freight were approximately even with the
previous year. The expense decline primarily occurred in transporta-
tion and equipment costs, with other expense categories remaining
flat between years. The major reasons for the expense declines were
lower fuel costs, reflecting a 38% decline in fuel price and an 8%
decrease in usage, and lower employment costs primarily resulting
from an 8% reduction in the number of employees.

For 1986, SPT reported income before restructuring costs of
S14.1 million, approximately the same as 1985, as both revenues and
operating expenses declined by 8%. Carloadings fell by 5% while
revenue per carload dropped by 3%. SPT experienced a 45% decline
in coal shipments due to the loss of a major transportation contract,
as well as a 15% decrease in vehicles and parts. All other major com-
modities were approximately even with 1985. The major causes for
the expense decline were fuel and employment costs. SPT’s average
price per gallon of fuel declined 39% and fuel consumption decreased
4%. Employment levels were 8% lower at year-end 1986; however,
partially offsetting this were charges of $73.6 million for employee
buyouts and separations in 1986 versus $8.0 million in 1985.

Operating income from pipeline activities was $117.2 million
compared to $100.0 million recorded in 1985. This 17% improvement is
primarily atiributable to SFSP’s refined petroleum product pipelines,
which experienced a 9% increase in throughput and a 14% increase in
average tariffs. Other pipeline activities generated operating income
approximately even with 1985,

The operating {oss from SPT’s trucking activities was $10.7 million
compared to 1985’s income of $1.6 million. A $16.0 million pension
plan withdrawal charge in 1986 was the cause of the decrease.

Real estate operations had operating income of $321.7 million,
down $20.0 million from the $341.7 million reported in 1983. The
majority of this decrease was due to a decline in real estate sales made
by SPT. The real estate operations of SPT produced operating income
of $118.4 million in 1986 and $140.9 million in 1985, while those of
Santa Fe Railway were $32.7 million and $56.3 million in 1986 and
1985, respectively. SFSP’s mix of real estate operations changed in
1986 compared with 1985. Less revenue from sales was partially offset
by increased rental income and a sale of an interest in a geothermal
joint venture.

Petroleum production and marketing operations reflected the
depressed conditions of the oil and gas industry. An operating loss of
$154.5 million was reported, compared with income of $120.3 million in
1985. Revenues of $256.9 million were approximately half of those
recorded in 1985. Revenues have been adversely affected by the con-
tinued deterioration of oil and gas prices, reduced levels of production,
and the exclusion of approximately $23 million attributable to the pub-
ficly owned portion of Santa Fe Energy Partners, L.P. (“Partnership™).
Average daily oil production was 47,200 barrels per day compared with
49,900 in 1985, while the average price realized per barrel of §11.56 was
48% below 1985. Natural gas production fell 30% to 61.2 million cubic

feet per day, reflecting a management decision to curtail production
in situations where it was deemed imprudent to sell at current prices,
as well as the exclusion of the publicly owned portion of production
from properties placed in the Partnership. Operating expenses, which
included impairments of $132.8 million, were 4% higher. Without
the impairments, expenses would have decreased by 30% and the
operating loss would have been $21.7 million. With the exception of
impairments, all major expense categories were lower in 1986.

Hard minerals operating income of $26.5 million was approxi-
mately even with 1985. Revenues decreased 23% due to a 29% drop in
coal shipments. Demand for power generated by coal declined after
oil and natural gas prices fell precipitously in early 1986. Operating
expenses decreased by $20.6 million due primarily to the lower level
of coal sales as well as inclusion of a $5.3 million write-off related fo a
gold mining project in 1985,

The results for 1986 reflect lower investment tax credit benefits as
a result of the Tax Reform Act of 1986. Investment tax credit benefits
included in the 1985 tax provision were $66.5 million. Investment tax
credit benefits included in the 1986 tax provision were $18.0 million.

Financial Condition

As discussed under Restructuring Program, SFSP’s future financial
condition will be substantially different from what it historically has
been. The following discussion relates to the historical financial con-
dition through December 31, 1987.

For the year ended December 31, 1987, cash provided by opera-
tions was $1,233.9 million compared with $1,423.0 million in 1986 and
$1,294.5 million in 1985. These amounts were sufficient to cover the
majority of capital expenditures and dividend payments in each of the
three years. Cash provided by operations has generally been derived
from the net earnings of SFSP, exclusive of substantial noncash
charges, including depreciation, depletion and amortization and
provisions for deferred income taxes.

Capital expenditures in 1987 were $1,153.7 million compared with
$1,061.4 million in 1986 and $1,078.3 million in 1985. Over this three-
year period, approximately 52% of such expenditures has been for
improvements and additions to track structure and roadway properties,
10% has been for railroad equipment, 19% for oil and gas exploration
and development, with the remaining 19% relating to real estate, pipe-
lines and other operations. The majority of these capital expenditures
have been financed through internally generated funds. Long-term
debt levels, including current maturities, have been $1,870.4 million,
$1,921.5 million and $1,794.4 million at December 31, 1987, 1986 and
1985, respectively. As of December 31, 1987, SFSP had an unused finan-
cing facility of $475.0 million which has subsequently been terminated
as a part of the restructuring.

Dividends paid to stockholders in the years 1987, 1986 and 1985
were $156.8 million, $164.9 million and $175.1 million, respectively.
The annual dividend rate for all three years was $1.00 per share. Total
dividend payments have declined over the three-year period due to
SFSP’s share repurchase program which began in 1984. During 1987,
approximately 1.5 million shares of common stock were repurchased
at a cost of $61.9 million. Approximately 12.9 million shares were
repurchased in 1986 for $425.8 million and 9.8 million in 1985 for
$302.1 million.

At December 31, 1987, SFSP had a working capital deficit of
$319.5 mullion compared with working capital of $209.4 million at
December 31, 1986 and $327.8 million at December 31, 1985. The pri-
mary causes for the decrease since 1985 have been treasury stock pur-
chases, incurrence of employee separation and severance costs related
to rail restructurings, and a slightly higher level of capital expenditures.

Due to the capital-intensive nature of SFSP’s businesses, inflation
generally causes an understatement of operating expenses, due to
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depreciation being based upon the historical cost of assets. Annual
charges for depreciatibn have approximated $600 million while SFSP
has expended well in excess of $1 billion per year on capital expendi-
tures, essentially to rgplace productive capacity.

In accordance with present accounting rules, deferred taxes have
been provided at tax rates in effect in the years in which the timing
differences arose. These rates have generally been higher than those
at which such differences may reverse. Changes in accounting rules
for deferred taxes have been issued but will not be implemented until
some future period, as allowed by such rules. However, when these
rules are adopted, it is anticipated that there will be a substantial
reduction in SFSP’s deferred income tax lability.

Restructuring Program

On January 26, 1988, the Board of Directors of SFSP deciared a dividend
distribution of $25 in cash plus §5 principal amount of new senior
subordinated debentures for each outstanding share. Payment of this
dividend is an important step in SFSP’s restructuring program which
began during 1987, The restructuring program includes not only

the dividend, but also the sale of a number of businesses and the
incurrence of substantial amounts of debt, to be serviced from the
business divestitures as well as ongoing operations of the company.

The cash portion of the dividend amounted to a total cash outflow
of approximately $3.9 billion, which will be primarily financed by a
credit agreement which provides for a $1.76 billion bridge loan facility
and a SL.9 billion reducing revolving loan facility. The bridge loan will
be paid from after-tax proceeds received from the sale of non-core
assets. The bridge loan must be reduced to $1.4 billion by June 30,
1988 and terminates on June 30, 1989 The revolving loan facility
must be reduced ratably over five years beginning February 16, 1989,
through semi-annual payments, and must be terminated no later than
February 16, 1994. Additionally, the credit agreement provides for a
$250 million working capital facility which also terminates no later
than February 16, 1994. Interest rates under the credit agreement vary
depending on options chosen by SFSP as well as certain other factors,
but generally are tied to and include premiums over certain reference
interest rates {e.g., prime rate).

The senior subordinated debenture portion of the dividend will
increase Jong-term debt by $782.5 million. These debentures bear
interest at 16% and SFSP has the option to pay interest in the form of
additional debentures rather than cash until 1994. From 1994 to 2003,
when the debentures are due, all interest will be paid in cash. The
company is required to redeem 20% of the debentures annually,
commencing in 1999,

After payment of the dividend, SFSP’s leverage will be substan-
tially increased. As disclosed in Note 3 of notes to the financial state-
ments, total debt is expected to approximate $6.5 billion, while stock-
holders” equity will decline to about $500 million. This increased lever-
age will require additional annual interest payments which are expected
initially to approximate 8250 million, exclusive of the additional senior
subordinated debenture interest payments. This increased interest cost
is largely dependent upon the timing of sales of non-core subsidiaries
and other assets used to reduce the bridge loan facility. Dividends in
future years are limited to $.10 per share per year.

The company’s ability to satisfy its obligations, to reduce debt
and to increase equity will be dependent upon its future performance,
which will be subject to prevailing economic conditions and to finan-
cial, business and other factors, including factors beyond the control
of the company, affecting the business and operations of the company.
SFSP believes it will be able to meet its interest and principal obliga-
tions as they become due following the payment of the dividend.

In addition to the dividend and increased leverage, the restruc-
turing program includes selling certain non-core businesses and

real estate assets. Businesses sold or to be sold include:

(1) Robert E. McKee, Inc. On September 30, 1987, the company
announced it had completed the sale of Robert E. McKee, Inc,, its
general building contractor, The proceeds to the company from such
sale totalled $30 million.

(2) Bankers Leasing and Financial Corporation. On January 15,
1988, Bankers Leasing and Financial Corporation was sold for
S187.5 million.

(3) Santa Fe Pacific Timber Company. On October 9, 1987, the
company announced a definitive agreement to sell Santa Fe Pacific
Timber Company, which owns approximately 520,000 acres of timber-
land in northern California, to Sierra Pacific Industries for S460 million.
The sale closed in February, 1988.

(4) Non-refined Products Pipeline Companies. On January 14, 1988,
the company announced a definitive agreement to sell certain pipeline
companies, including Gulf Central Pipeline System and Chaparral
Pipeline System to Koch Industries for $196.5 million plus adjustments
estimated at $10-S15 million. The sale closed in February, 1988. Black
Mesa Pipeline, Inc. remains for sale.

(5) Southern Pacific Transportation Company. On December 28,
1987, the company announced that it had entered into a definitive
agreement (the “SPT Agreement™) for the sale of the stock of SPT to
Rio Grande Industries, Inc., and one of its wholly owned subsidiaries
(together, “Rioc Grande™) for $1.02 billion in cash. SPT will retain
approximately $780 million in outstanding debt. The transaction is
subject to ICC approval, due diligence and other customary conditions.
Under the procedural schedule proposed by the ICC, review of the
sale transaction could be completed by late summer, 1988. Rio Grande
has until the end of March, 1988, to complete certain additional due
diligence to determine if any matter of which it becomes aware during
such period could cause the value of SPT to be less than the value
assumed by it on the date of the SPT Agreement, and if so, Rio Grande
may terminate the SPT Agreement.

In addition to divestiture of these businesses, SFSP has adopted a
special real estate sales program that will result in approximately
S800 million in sales of existing buildings, developed and undevel-
oped land, and leased fee interests beyond normal sales levels. This
special sale of properties in 1988 is expected to generate after-tax cash
proceeds of approximately $550 million based upon the properties
currently identified for inclusion in the program.

After the above business divestitures and real estate sales are
completed, SFSP intends to remain in the three core businesses of
transportation, real estate and natural resources.

Common Stock Market Prices and Dividends

Santa Fe Southern Paaific common stock is traded on the New York,
Midwest and Pacific Stock Exchanges. The quarterly price range per
share for the years 1987 and 1986 is as follows:

1987 1986
High Low High Low
First Quarter 41 29% 39% 33%
Second Quarter S53iA 35% 3714 32%
Third Quarter 64% 49% 34, 26
Fourth Quarter 65 36% 35% 28V

In 1987 and 1986, the quarterly dividends were $.25 per share. As of
January 31, 1988, there were approximatety 102,000 holders of Santa Fe
Southern Pacific common stock,



Report of Management

Report of Independent Accountants

To the Stockholders of
Santa Fe Southern Pacific Corporation

The accompanying financial statements of Santa Fe Southern Pacific
Corporation and subsidiary companies were prepared by management,
which is responsible for their integrity and objectivity. The statements
were prepared in accordance with generally accepted accounting
principles and properly include amounts that are based on manage-
ment’s best judgments and estimates. The other financial information
included in this annual report is consistent with that in the financial
statements.

The Company maintains a system of internal accounting con-
trols, supported by adequate documentation, to provide reasonable
assurance that assets are safeguarded and that the books and records
reflect the authorized transactions of the Company. Limitations exist
in any system of internal accounting controls based upon the recogni-
tion that the cost of the system should not exceed the benefits derived.
The Company believes its system of internal accounting controls,
augmented by its internal auditing function, appropriately balances
the cost/benefit relationship.

The independent accountants provide an objective assessment of
the degree to which management meets its responsibility for fairness
of financial reporting. They regularly evaluate the system of internal
accounting controls and perform such tests and other procedures as
they deem necessary to express an opinion on the fairness of the
financial statements.

The Board of Directors pursues its responsibility for the Com-
pany’s financial statements through its Audit Committee which is
composed solely of directors who are not officers or employees of the
Company. The Audit Committee meets regularly with the independent
accountants, management and the internal auditors. The independent
accountants and the Company’s internal auditors have direct access to
the Audit Committee, with and without the presence of management
representatives, to discuss the scope and results of their audit work
and their comments on the adequacy of internal accounting controls
and the quality of financial reporting.

Robert D. Krebs
President and Chief Executive Officer

ety

Orval M. Adam
Vice President, Treasurer and Chief Financial Qfficer

To the Stockholders, Chairman and
Board of Directors of
Santa Fe Southern Pacific Corporation

We have examined the consolidated balance sheet of Santa Fe
Southern Pacific Corporation and subsidiary companies as of Decem-
ber 31, 1987 and 1986, and the related consolidated statements of
income, stockholders’ equity, and changes in financial position for
each of the three years in the period ended December 31, 1987. Our
examinations were made in accordance with generally accepted audit-
ing standards and accordingly included such tests of the accounting
records and such other auditing procedures as we considered neces-
sary in the circumstances.

As discussed in Note 3, on January 26, 1988 the Company’s Board
of Directors declared a dividend of $30 per share, payable in cash and
debentures. The effect of this action is to significantly increase debt
and decrease stockholders’ equity. In addition, it is anticipated that
certain businesses and real estate will be sold with the proceeds used
to reduce debt. These events will significantly impact the Company’s
financial position and results of operations of future periods. The
accompanying consolidated financial statements do not reflect these
matters because they are events occurring after December 31, 1987.

As discussed in Note 2, the accompanying consolidated financial
statements include the assets and operations of the trusteed Southern
Pacific Transportation Company (SPT). The Interstate Commerce
Commission (ICC) has denied Santa Fe Southern Pacific Corporation’s
(SFSP) application to merge SPT with its other railroad operations
(The Atchison, Topeka and Santa Fe Railway Company (ATSF)) and
ordered that either SPT or ATSF be divested. SFSP has decided to
pursue divestiture of SPT and has entered into a definitive sale agree-
ment. The sale is subject to approval by the ICC and completion of
due diligence procedures by the purchaser. If this transaction is not
consummated, SFSP will pursue other options to comply with the ICC
divestiture order. The accompanying consolidated financial statements
do not include any adjustments which may be necessary upon final
determination of the portion of SFSP’s railroad assets and operations
to be divested.

In our opinion, subject to effects on the financial statements of
such adjustments as might have been required had the outcome of the
matter referred to in the preceding paragraph been known, the finan-
cial statements examined by us present fairly the financial position of
Santa Fe Southern Pacific Corporation and its subsidiary companies at
December 31, 1987 and 1986, and the results of their operations and
changes in their financial position for each of the three years in the
period ended December 31, 1987, in conformity with generally accepted
accounting principles consistently applied.

e L)AL e

Chicago, lllinois
February 23, 1988

17












Statement of Stockholders’ Equity

Santa Fe Southern Pacific Corporation and Subsidiary Companies

Unamortized
Value of
Common Treasury Common Treasury Pard-In Retained Restricted
Stock Stock Stock Stock Capital Income Stock
{Shares in Thousands) (Dollars in Millions}
Balance December 31, 1984 190,094 10,971 S 1901 § (2749) S 694.7 $5,159.8 S (1.2
1985 net income : 469.6
Dividends declared (175.1)
_ Issuance under Growth Plan (281) 7.0 2 (7.2)
Exercise of stock options (98) 2.8 (1.8)
Purchase of treasury stock, at cost 9,753 (302.1)
Other (70) 16 a) 3 A 2.6
Balance December 31, 1985 190,024 20,361 $ 1900 S (567.5) S 693.1 $5,454.4 S (5.8
1986 net loss (137.9)
Dividends declared (164.9)
Exercise of stock options (208) 6.7 2.6)
Purchase of treasury stock, at cost 12,889 {425.8)
Other 4] 31 (.8) ) 1.5
Balance December 31, 1986 190,023 33,073 S 19060 S (9874) S 6905 §5,151.5 S @3
1987 net income 3735
Dividends declared (156.8)
Issuance under Growth Plan (16) 5 2
Exercise of stock options (546) 16.3 4.6)
Purchase of treasury stock, at cost 1,493 {61.9)
Other 43 (1.1) 1 1.4
Balance December 31, 1987 190,023 34,047 S 1900 $(1,0336) S 6862 $5,368.2 S 9

Note- SFSP has authonized common stock of 600 million shares with a par value of 100 Also authorized are 200 million shares of preferred stock with a par value of

$100, none of which was outstanding at December 31, 1987

(See notes to financial statements)

21



Notes to Financial Statements

Santa Fe Southern Pacific Corporation and Subsichary Companies

|

!
il

Note 1: Summary of Significant Accounting Policies

Principles of Consolidation

The accompanying consolidated financial statements include the
accounts of Santa Fe Southern Pacific Corporation (“SFSP”) and
all entities over 500/9 owned, directly or indirectly, by SFSPon a
consolidated basis except for companies engaged in insurance,
financial and leasing services. The proportionate consolidation
method is used to account for SFSP’s investment in Santa Fe
Energy Partners, L. P. Investments in unconsolidated subsidiaries
and affiliates and 2(1)% to 50% owned entities are accounted for
under the equity method.

Revenue Recognition

Revenues from advance coal royalties are recognized in income
in the year received. The revenues and expenses of petroleum
trading activities included in petroleum marketing operations are
presented on a net basis whereby only the gross margin from such
activities is recorded as revenues.

Properties

Properties are stated at cost and include capitalized interest cost
incurred during construction applicable to continuing operations
of §33.9 million in 1987, $39.4 million in 1986 and $42.9 million in
1985. Additions and replacements are capitalized. Expenditures
for maintenance and repairs are charged to income. Upon sale or
retirement of units:of depreciable railroad and pipeline properties,
cost less salvage is charged to accumulated depreciation and no
gain or loss is recognized. With respect to all other property units
sold or retired, gain or loss is recognized. Property depreciation is
based on the estimated service lives of the related assets.

Leasehold Interests and Exploratory Costs

SFSP follows the successful efforts method of accounting for
petroleum properties. All costs incurred in acquiring petroleum
leasehold interests; consisting primarily of bonus payments, are
capitalized. When  lease is proved to be productive, its entire
cost is transferred t:o productive petroleum properties. If a [ease
proves to be non-productive, the entire cost of the lease is charged
against the reserve, for unproved leasehold interests. This reserve
is provided by amortizing the cost of unproved leasehold interests
based on past experience, and adjusted as considered necessary.
Geological and geophysical costs, exploratory dry hole costs and
annual delay rentals on unexplored leases are charged to income.

Depreciation and Depletion of Productive Petroleum Properties
Productive petroleum properties, consisting principally of tangible
and intangible costs incurred in developing a property and costs
of productive leasehold interests, are depreciated or depleted on
a unit of production method based on annual estimates of remain-
ing proved developed reserves or proved reserves, as appropriate,
for each field. Certain other petroleum properties are depreciated
on a straight-line basis. Based on continuing evaluations of various
factors, impairments (additional depreciation and depletion) are
recorded to the extent that the net book value of costs, on a field
basis, exceeds the estimated undiscounted future net revenues of
proved oil and gas reserves. These impairments aggregated S3.1
million, $132.8 million and $19.7 million in 1987, 1986 and 1985,
respectively.

Inventortes
Material and supply inventories, which represent approximately
96% of all inventories, are valued at the lower of cost (average or

first-in, first-out) or market.

Federal Income Tax

Provisions for federal income tax recognize the tax effects of all
transactions entering into the determination of income for finan-
cial reporting purposes irrespective of when such transactions are
reported for federal income tax purposes. Deferred income taxes
are provided to recognize differences in the timing of income and
expense for income tax and financial reporting purposes. Invest-
ment tax credits have been treated as reductions of income tax
expense using the flow-through method.
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Santa Fe Southern Pacific Corporation and Subsidiary Companies

Note 6: Rail Restructuring Costs

During 1986, SFSP reported a $914.1 million charge related to the
restructuring of railroad operations determined independently by
Santa Fe Railway and by SPT. Of the total charge, $312.8 million
related to Santa Fe Railway and S601.3 million to SPT. Santa Fe
Railway expected to sell or abandon approximately 3,100 miles of
track for a charge of $103 million, and dispose of approximately
7,900 freight cars and 200 locomotives for a charge of $44 million.
Additionally, it was anticipated that approximately 4,100 employ-
ees would be separated or relocated, resulting in a charge of $166
million. The SPT anticipated selling or abandoning 3,100 miles of
track for a charge of $273 million, and disposing of 9,800 freight
cars and nearly 400 locomotives, at a charge of $120 million. The
SPT anticipated that approximately 3,800 employees would be
separated or relocated, resulting in a charge of $208 million. Since
establishment in late 1986, $84.4 million for Santa Fe Railway and
$240.6 million for SPT have been charged against each company’s
respective restructuring accruals.

Note 7: Master Limited Partnership

In January 1986, SFSP placed substantially all of its domestic oil
and gas business and properties other than its significant interests
in heavy oil and tertiary recovery operations in Santa Fe Energy
Partners, L.P. (“Partnership”), a Delaware limited partnership.
Concurrently, 5.75 million units, representing 22% of the total
units in the Partnership, were sold to public investors and the
balance was retained. Net proceeds of approximately $106.4 mil-
lion from the sale were used to retire intercompany debt associ-
ated with the properties placed in the Partnership.

During 1987 and 1986, the Partnership paid distributions of
$2.88 per unit. SFSP reinvested its distributions in the Partner-
ship, resulting in the purchase of 3.6 million units in 1987 and
2.9 million units in 1986. SFSP owned 82% of the Partnership at
December 31, 1987. The Partnership’s properties have estimated
reserves of 211.9 billion cubic feet of gas and 29.8 million barrels
of oil at December 31, 1987. SFSP’s proportionate interest in such
reserves is included in reserve disclosures in Note 17.

Note 8: Long Term Debt

Long term debt at December 31, 1987 and 1986 consists of the
following:

1987 1986
(In Millions)
Equipment obligations, 7.00% to 15.25%,
matunng from 1988 to 2002 S 8719 S 9299
Mortgage bonds, 2.75% to 8 2%,
maturing from 1988 to 2001 2733 219.4
Debentures, 8.35% to 10 35%,
maturing from 1988 to 2002 1189 141.1
Other obligations, 3.75% to 12.63%,
maturing from 1988 to 2014 573 1 529.4
Capitalized leases 332 41.7
Total long term debt 1,870 4 1,921.5
Due within one year 166 2 194.9
Due after one year S1,704 2 $1,726.6

Projected principal repayments of long term debt, payable as of
December 31, 1987, during the five years 1988 through 1992
(excluding capitalized leases) are $158.8 million, $200.8 million,
$202.1 million, $248.4 million, and $221.8 million, respectively.

Substantially all railroad property is subject to liens securing
mortgage bonds or equipment obligations. In addition, certain
debt agreements of subsidiary companies include covenants which
place limitations on the amount of indebtedness that may be
incurred and dividends which may be paid by the related
subsidiary companies.

As of December 31, 1987, SFSP had an unused financing
facility of $475.0 million on which it pays a fee of .12%, and SPT
had unused bank lines of credit of $160.0 million on which it pays
a fee of .25%. In connection with the restructuring program
described in Note 3, the $475.0 million facility was cancelled in
early 1988. See Note 3 for a full description of the impact of the
restructuring on the capitalization of SFSP.

Note 9: Leases

SFSP leases certain locomotives, freight cars, trailers, data pro-
cessing equipment and other property. Future minimum lease
payments for capital and operating leases as of December 31, 1987
are summarized as follows:

Capital Operating

Leases Leases

(In Millions)

1988 S 90 $941

1989 82 745

1990 59 613

1991 54 480

1992 5.4 422

Later years 129 1230

Total minimum payments S 468 $443 |
Less amount representing interest 136
Present value of minimum lease payments 332
Less current portion 74
Long term portion § 258

Leased assets under capital leases presented in the accompany-
ing balance sheet totaled $75.6 million with related accumulated
amortization of $53.3 million at December 31, 1987, and $86.2 mil-
lion with related accumulated amortization of $57.3 million at
December 31, 1986.

Rental expense for operating leases applicable to continuing
operations was $139.4 million in 1987, $145.2 million 1986, and
$143.6 million in 1985. Contingent rentals and sublease rentals
were not significant.
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Note 10: Stock Oi:tion and Growth Plans

Under various plat}!s, options have been granted to key employees
to purchase common stock of SFSP at a price not less than the
fair market value at the date of grant. On April 26, 1983, Santa Fe
stockholders approved the Santa Fe 1983 Incentive Stock Option
Plan under which options are available for grant until November
30, 1992 covering aymaximum of 4,812,000 SFSP shares. This plan
was subsequently aitmended to provide for participation of em-
ployees of Southern Pacific and its subsidiaries, and its name was
changed to the Santa Fe Southern Pacific 1983 Incentive Stock
Option Plan. |

On April 23, 1985, SFSP stockholders approved the Santa Fe
Southern Pacific Incentive Stock Compensation Plan (“Compen-
sation Plan”). Under this plan SFSP’s Board of Directors may
grant, to key employees, awards encompassing a maximum of nine
million shares of SFSP Common Stock. In accordance with the
provisions of this p}an such awards may be granted in the form
of: (1) options to purchase SFSP’s common stock, (2) shares of
restricted stock, which may be issued in combination with per-
formance units, and (3) stock appreciation rights. Awards of
1,455,500 shares of SFSP common stock were made in the form
of options and stock appreciation rights under the plan, effective
January 1, 1987,

Activity in all plans during 1987 and 1986 is summarized
below: :

I SFsp Average

; Shares Price

Options outstanding at December 31, 1985 2,038,793 $23 61
Exercised 255850 19.86
Surrendered or termnated 86,611 23 87
Options outstanding at December 31, 1986 1,696,332 S24 16
Granted 1,455,500 29.75
Exercised ' 611,144 2257
Surrendered or termina'ted 255,716 2781
2,284,972 $27.74

Options outstanding at December 31, 1987

Both the number (!)f shares and exercise prices will be adjusted
after the payment of the dividend distribution described in Note 3.

During the years 1983, 1985 and 1987, a total of 484,208 shares
of SFSP common stock, having a fair market value of $11.4 mil-
lion, were awarded as restricted stock under the provisions of
Santa Fe’s Long Te;rm Earnings Growth and Stock Ownership Plan
and the Compensation Plan. Shares granted in 1985 and 1987 are
held by SFSP for future distribution to certain officers and key
employees in accordance with the restrictive provisions of these
plans.

Note 11: Stockholder Rights Plan

On January 28, 1986, SFSP declared a dividend of one preferred
stock purchase right for each common share outstanding as of
February 13, 1986. Pursuant to the Rights Agreement, as amended,
each right may under certain circumstances be exercised to buy
one one-hundredth of a newly issued share of Series A Junior
Participating Preferred Stock at a price of $125. The rights may only
be exercised after a person or group acquires ownership of 20%
or more of SFSP’s common shares or commences a tender or
exchange offer which upon consummation would result in owner-
ship of 30% or more of the common shares. The rights, which do
not have voting rights, expire on February 28, 1996 and may be
redeemed by SFSP at a price of $.05 per right at any time until 15
days, subject to extension, after a public announcement of the
acquisition of 20% of SFSP’s common stock.

If 20% of SFSP’s common stock is acquired by any person or
if certain other events occur, then generally, each right not owned
by a 20%-or-more stockholder will entitle the holder to purchase,
at the right’s then-current exercise price, shares of SFSP common
stock having a value of twice the right’s exercise price. In addition,
if SFSP is involved in a merger or other business combination
transaction with another person in which its common shares are
changed or converted, or sells 50% or more of its assets or earn-
ing power, each right (except those held by a 20%-or-more stock-
holder) will entitle its holder to purchase shares of common stock
of the surviving corporation having a value of twice the rights’
exercise price.

Note 12; Redeemable Preference Shares of a Subsidiary

The St. Louis Southwestern Railway Company (“SSW”), 99.8 per-
cent owned by SPT, has entered into two agreements providing
for the purchase by the Federal Railroad Administration of up to
$53.5 million (848.5 million Series A and $5.0 million Series B) of
SSW’s non-voting redeemable preference shares.

The Series A shares are subject to mandatory redemption
over a 20-year period commencing in 1991, at which time divi-
dends at an annual rate of 4.2% shall be declared and paid over
the same period. The agreement also provides for acceleration of
redemption payments or conversion into fixed interest debt
obligations, under certain events of default.

The Series B shares are subject to mandatory redemption
over a 15-year period commencing on the fifth anniversary date of
issuance. Dividends at an annual rate of 15.1% shall be declared
and paid over a 10-year period commencing on the tenth anniver-
sary date of issuance.

The agreements contain certain restrictions on dividend pay-
ments by SSW to its common and preferred shareholders. These
dividend payments are restricted to increases in net stockholders’
equity, as defined in the agreements, At December 31, 1987, $48.3
million of Series A and $4.3 million of Series B redeemable
preference shares were outstanding.
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Note 15: Continge:ncies

In December 1981, Texas Utilities Company and its subsidiary,
Chaco Energy Company (“Chaco”), brought an action against Santa
Fe and others allegmg violations of law in connection with a long
term coal lease agreement entered into on April 15, 1977 between
Chaco and one ofSanta Fe’s subsidiaries. The complaint alleges
that Santa Fe and others fixed the price of coal in the San Juan
Basin area of New ]\{Iexnco, restricted competition in the production
and sale of coal from this area, and fraudulently induced Chaco to
enter the coal leasel agreement. To date Chaco has paid in excess
of §$160 million to a subsidiary of Santa Fe pursuant to the terms
of the coal lease agreement which obligates Chaco to continue

to make payments through the year 2012. The complaint seeks
damages in an unspecified amount and 1o have the coal lease
agreement declarec‘i void and unenforceable. Santa Fe has denied
the allegations and has raised substantial defenses. The case is

in discovery. b

In January 1986, Santa Fe Railway was added as a defendant
in an antitrust lawsuit alleging a conspiracy among railroads to
frustrate the construction of a coal slurry pipeline. The plaintiffs
claim damages of $940 million, prior to trebling, and allege that
five railroads are jointly and severally liable. Santa Fe Raiiway
has filed pleadings denying all the material allegations of the
complaint. On July 31, 1986, a major utility filed a related lawsuit
against the same railroads alleging that it would have been a cus-
tomer of the coal slurry pipeline and lost a contract for lower
transportation costs when the pipeline was cancelled. The case is
in discovery.

SFSP is also a party to a number of other legal actions arising
in the ordinary course of business, While the final outcome of
these proceedings including those described above cannot be pre-
dicted with certainty, considering the substantial legal defenses
available, it is the opinion of SFSP management that none of these
actions, when finally resolved, will have a material adverse effect
on the consolidated financial position of SFSP.

Note 16: Accounts Payable and Accrued Liabilities

Accounts payable and accrued liabilities at December 31, 1987
and 1986 consist of the following:

1987 J986

(In Millions)

Drafts payable S 320 S 203
Accounts and wages payable 3243 3478
Claim reserves 166 1 156.9
Rail restructuring costs 753 212
Vacations 1328 138 7
{nterest 375 449
Federal income tax 433 26.2
Taxes, other than federal income tax 1825 1733
Other 4182 416 8
Total S14122 §1,346 1

Note 17: Petroleum Producing Operations

Information relating to oil and gas producing activities is presented
in the following schedules. Historical information about proved
oil and gas reserve quantities, capitalized costs, costs incurred in
and results of operations for petroleum producing activities is pre-
sented. The standardized measure of discounted future net cash
flows and changes therein are also presented. Certain reserve
quantities as well as certain information regarding future produc-
tion and discounted cash flows were determined by Riggs and
Associates, Inc., an independent petroleum consultant.

Reserve Quantuties (Unaudited)

Presented are the net proved crude oil and natural gas reserves
(all located in the United States) of SFSP’s petroleum producing
operations and a summary of changes in the quantities of proved
reserves during the periods indicated. Reserve quantities cannot
be measured exactly. Estimates of reserves require extensive
judgments of reservoir engineering data and are generally less
precise than other estimates made in connection with financial
disclosures. Reserve estimates are reviewed periodically to reflect
new geological and geophysical data and changing technological
and economic conditions and are subject to revision as additional
data becomes available during the producing life of a reservoir.
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Directors

Corporate Officers

Joseph F. Alibrandi -

Chairman and Chief Executive Officer
Whittaker Corporation

(a diversified manufacturer

and distrnibutor)

Los Angeles, California’

Benjamin F. Biagginiec¢
Retired Chairman and ¢
Chief Executive Omcer_‘
Southern Pacific Company
San Francisco, Californja

)

]
Marshall A. Cohen
President |

Olympia & York i
Enterprises Corporation

(real estate, natural resources and
financial services)

Toronto, Ontano, Canada

Richard J. Flamson 1li=
Chairman and Chief Executive Officer
Security Pacific Corporation and
Chairman '

Secunty Pacific Naliongil Bank

Los Angeles, California

{

Robert E. Gilmore **

Retired President and

Chief Operating Officer

Caterpillar Tractor Co.'
(manufacturer of earthmoving,
construction and materials handling
machinery and equipment)

Peoria, lllinois }

Robert D. Krebse+-

President and

Chief Executive Officer

Santa Fe Southern Pacific Corporation
Chicago, lllinois

Arjay Miller+-

Director of various corporations,
Dean Emeritus, Graduate School of
Business, Stanford University
Woodside, California

[
Michael A. Morphy =

President
MorMarketing, Inc.

(marketing of employe;e benefit concepts)

Pasadena, California !

George B. Munroe *

Chairman of the Finance Commuttee

Phelps Dodge Corporation

(producer of copper and other metais

and manufacturer of copper products)
New York, New York

Jack S. Parker +=

Rancher, Retired Vice Chairman,
Director and Executive Officer
General Electric Company
Fairfield, Connecticut

John S. Reed-*

Chairman

Santa Fe Southern Pacific Corporation
Chicago, lllinois

Paul Reichmann

Senior Executive Vice Prestdent
Olympia & York

Developments Limited

(real estate, natural resources and
financial services)

Toronto, Ontano, Canada

John S. Runnells [{ +°
Owner and Operator
Runnells-Pierce Ranch
Bay City, Texas

Jean Head Sisco +»
Partner, Sisco Associates
(management consultants)
Washington, D C

W. John Swartz+

Vice Chairman

Santa Fe Southern Pacific
Corporation and

President

Santa Fe Industnes, Inc. and
President

The Atchison, Topeka and
Santa Fe Raillway Company
Chicago, lllinois

Edward F. Swift e

Advisory Director

Shearson, Lehman Hutton
(investment banker and broker-dealer)
Chicago, lllinois

Robert H. West +°

Chairman

Butler Manufacturing Company, Inc
(manufacturer of prefabricated
buildings and storage facilities)
Kansas City, Missouri

Arthur W. Woelfle *°

Retired Chairman

Kraft, Inc

(producer of processed packaged foods)
Glenview, lllinois

Kathryn D. Wristono+
Director of vanious corporations
New York, New York

¢ Executive Commilttee

* Compensation and Benefits
Commuittee

o Audit Committee

+ Nominating Committee

s Pension Committee

John S. Reed

Chairman

Robert D. Krebs
President and Chief Executive Officer

W. John Swartz

Vice Chairman

Orval M. Adam

Vice President, Treasurer and
Chief Financial Officer

William R. Denton

Vice President and
Chief Admunistrative Officer

Jerome F. Donohoe
Vice President—Law

Frank N. Grossman
Vice President—
Corporate Communications

Thomas |. McKnew, Jr.
Vice President, Washington, D.C

Fred C. Schulte

Vice President—Executive Department

Jerome F. Kever
Controller

Richard B. Bonneville
Secretary
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@ PrincipallSubsidianyj The Atchison, Topeka and Santa Fe Railway Company
[Companies; (Group]
Southern Pacific Transportation Company
St. Louis Southwestern Railway Company
Santa Fe Pacific Pipelines, Inc.
Southern Pacific Pipe Lines, Inc.
San Diego Pipeline Company
Pacitic Motor Trucking Company
ReallEstate] Santa Fe Pacific Realty Corporation
(Group) Southern Pacific Land Company
Santa Fe Land Improvement Company
Southern Pacific Development Company
Southern Pacific Industrial Development Company
NaturallResources] Santa Fe Energy Company
B (Group) Santa Fe Energy Products Company
G

& A

Santa Fe Pacific Minerals Corporation

Santa Fe Pacific Mining, Inc.

Santa Fe Pacific Coal Corporation

Annual Meeting

The annual meeting of stock-
holders will be held in the
Regency Ballroom of the
Ramada Inn—Downtown,
420 East Sixth Street, Topeka,
Kansas on Tuesday, May 24,
1988 at 10:00 AM.

Shares Listed

New York Stock Exchange
Midwest Stock Exchange
Pacific Stock Exchange
Ticker Symbol: SFX

Corporate Office

224 South Michigan Avenue
Chicago, lilinois 60604

(312) 786-6000

Registrar of Stock
Morgan Shareholder
Services Trust Company
30 West Broadway

New York 10007

Transfer Agent

D.J. Klippel

Santa Fe Southern Pacific
Corporation

120 Broadway

New York 10271

(212) 962-3111

Dividend Reinvestment
Santa Fe Southern Pacific
Corporation provides an
automatic dividend reinvest-
ment service to stockholders
as a convenient method of

investing Company dividends.

If you would like a booklet
describing this service, please
write the Transfer Agent.

Form 10-K and Fact Book'
To receive without charge

a copy of the Company’s

Form 10-K annual report to
the Securities and Exchange
Commission and the Company
Fact Book containing financial

and statistical information write:

Richard B. Bonneville
Secretary

Santa Fe Southern Pacific
Corporation

224 South Michigan Avenue
Chicago, lllinois 60604

Design: Boller Couies Spadarg, Chicago
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